These estimates are based on the long-run trends 1 of GDP and capital stock up to 2002, before the bubble began. We call the difference between our artificial constructs and actual GDP our "bubble-free" output gaps. Our results are summarized in the chart.
Our output gap estimate based on GDP growth trends during the 50 years preceding the real estate bubble yields an output gap more negative than the CBO's estimate. Why the difference? Growth during 2002-09 was relatively weak compared with the past 50 years. Notably, this estimate also has the undesirable characteristic of being sensitive to the period chosen to estimate GDP growth trends. In contrast, the output gap based on the production function approach, after adjusting the value of inputs for possible bubbles, results in an output gap less negative (and positive through 2008) than the CBO's estimate. Hence, two reasonable methods yield opposite conclusions about the output gap. At the very least, we can say that the confidence intervals for the output gap seem to be wide.
Our results add to a long list of practical problems in precisely measuring the output gap. We offer a word of caution to policymakers: Policies based on point estimates of the output gap may not rest on solid ground.
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